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NOTES

Unless otherwise indicated, all years referred to in Chapter 1 are calendar years and all years
in Chapter 2 are fiscal years.

Some figures in this report indicate periods of recession using shaded vertical bars. The bars
extend from the peak to the trough of the recession.

Unemployment rates throughout the report are calculated on the basis of the civilian labor force.
Numbers in the text and tables of this report may not add to totals because of rounding.

National income and product account data shown in the tables do not incorporate the data for
the fourth quarter of 1994, which were released on January 27, 1995.
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Summary

o fundamental change in the economic or
N budget situation has occurred since the Con-

gressional Budget Office (CBO) published
The Economic and Budget Outlook: An Update in
August 1994. The economy may be a bit more ro-
bust in 1995 than had been anticipated at that time,
but a likely slowdown in growth in 1996 leaves the
long-term economic outlook little different from last
summer's. CBO expects that the high levels of busi-
ness investment and purchases of durable goods that
spurred the economy to a 3.7 percent real rate of
growth in 1994 will continue into the first part of
1995. Because the economy is already operating
close to its potential (the level of gross domestic
product, or GDP, consistent with a stable rate of in-
flation), that growth is expected to result in some-
what higher rates of inflation and interest. In turn,
those higher interest rates are likely to slow growth
by the end of 1995--cutting it to 2.5 percent in 1995
and 1.9 percent in 1996 and dampening inflationary
pressures. In CBO's longer-term projections, average
annual growth after 1996 is close to the 2.4 percent
rate of growth estimated for potential GDP; over the
1997-2000 period covered by those projections, infla-
tion averages 3.4 percent and interest rates drift
down.

CBO projects that the deficit will decline from
the $203 billion registered in 1994 to $176 billion in
1995, the lowest level since 1989 and the lowest as a
percentage of GDP (2.5 percent) since 1979. After
reaching a trough in 1995, the deficit will rise to
$207 billion in 1996 (2.8 percent of GDP), grow
again in 1997, and then level off in 1998. Those
projections assume no change in current policies gov-

erning taxes and mandatory spending; they also as-
sume compliance with the limits on discretionary
appropriations that are in place through 1998. Under
the assumption that spending for discretionary pro-
grams increases at the rate of inflation after 1998,
deficits will grow to $284 billion (3.1 percent of
GDP) in 2000, the last year of CBO's regular projec-
tions. Under an alternative baseline that assumes that
discretionary spending remains frozen at the dollar
level of the 1998 caps, deficits increase only to $243
billion in 2000.

CBO's extended projections for 2001 through
2005, which are less detailed than those through
2000, show deficits continuing to mount in dollar
terms through 2005 if discretionary spending is ad-
justed for inflation after 1998 (see Summary Fig-
ure 1). Deficits also grow as a percentage of GDP--
to 3.6 percent in 2005. There is no reason to believe
that this trend will be reversed in the years after that;
indeed, the growth in the deficit is likely to accelerate
in the second decade of the 21st century as large
numbers of baby boomers become eligible for Social
Security and Medicare benefits. Extended baseline
projections that assume that discretionary spending is
frozen at the 1998 level show deficits that are nearly
constant from 2000 through 2005. As a percentage
of GDP, the deficit in that baseline shrinks from 2.7
percent in 1998 to 2.1 percent in 2005.

Higher-than-anticipated interest payments and
lower revenues, which are only partially offset by
lower spending for medical care programs, have
pushed up CBO's deficit projections for fiscal years
1995 through 1999 from last August's estimates by
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an average of almost $25 billion a year. After 2002,
howeyver, the deficits in the new extended projections
are a little lower than the deficits projected in
August.

The Congress is considering a constitutional
amendment, which could go into effect as early as
2002, requiring a balanced budget. CBO currently
projects a deficit of $322 billion for that year (assum-
ing that discretionary spending is adjusted for infla-
tion after 1998), which is only $3 billion more than
the amount estimated last August. To illustrate the
magnitude of the task facing those who would have
to enact policies to comply with the balanced budget
requirement, CBO has constructed an illustrative path
leading to a balanced budget in 2002 that entails defi-
cit reduction of $1.2 trillion over the 1996-2002 pe-
riod. Major changes in current policies would be
required to achieve deficit reduction on that scale.

Summary Figure 1.

Comparison of CBO Projections With and
Without Discretionary Inflation After 1998
(By fiscal year)
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SOURCE: Congressional Budget Office.

NOTE: Caps on discretionary spending are set by law through
1998. Measures of the deficit "with discretionary inflation"
assume that discretionary spending grows at the rate of
inflation after 1998. Measures of the deficit "without dis-
cretionary inflation" assume that discretionary spending
remains frozen in dollar terms at the level of the 1998
caps.

The Economic Outlook

CBO forecasts that the strong economic growth that
the nation experienced throughout 1994 will continue
into the first part of 1995. Because the economy is
operating close to its potential, that growth will in-
crease inflationary pressures and is likely to trigger
additional efforts by the Federal Reserve Board to
rein in the economy with higher short-term interest
rates. In the CBO forecast, the resulting moderate
slowdown at the end of 1995 and during 1996 will
gradually bring GDP back in line with potential out-
put without seriously disrupting the economy. Even
with somewhat higher short-term growth and the
slowdown in 1996, the current economic projections
for 1997 through 1999 are little different from those
CBO made last August.

The Forecast for 1995 and 1996

The robust growth that the U.S. economy ex-
perienced in 1994 is likely to continue through the
first part of 1995 but will fade by the end of the year.
The 3.7 percent increase in real output (on a fourth-
quarter-to-fourth-quarter basis) and the creation of
over 3 million new jobs in 1994 were achieved with-
out an increase in inflation, but that performance is
not likely to be repeated in 1995 (see Summary Table
1). Because the economy is already operating close
to its potential, it cannot persistently expand faster
than the growth of potential output--estimated at 2.4
percent a year by CBO--without triggering modestly
higher inflation.

The Federal Reserve, which is determined to
avoid any significant increase in inflation, raised the
federal funds rate by 250 basis points (2.5 percentage
points) in 1994 and is likely to further boost short-
term interest rates in 1995. CBO forecasts that 90-
day Treasury bill rates will average 6.2 percent in
1995--up from 3.2 percent in the first quarter of
1994. Rates for 10-year Treasury notes are expected
to increase more modestly. The high rates of busi-
ness investment and personal consumption of durable
goods that drove the economy forward in 1994 appar-
ently have not yet declined and will keep growth
strong in the first part of 1995. However, by 1996,
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Summary Table 1.
Comparison of Forecasts for 1995 and 1996

Actual Estimated Forecast
1993 1994 1995 1996

Fourth Quarter to Fourth Quarter
(Percentage change)

Nominal GDP
CBO 5.0 6.3 5.3 47
Blue Chip 5.0 6.5 57 5.4
Real GDP*
CBO 3.1 3.7 25 1.9
Blue Chip 3.1 3.8 25 2.2
Implicit GDP Deflator
CBO 18 2.5 28 2.8
Blue Chip 1.8 26 3.1 3.2
Consumer Price Index®
CBO 2.7 2.8 3.2 3.4
Blue Chip 2.7 28 3.5 35

Calendar Year Averages

(Percent)

Civilian Unemployment Rate

CBO 6.8 6.1 55 5.7

Blue Chip 6.8 6.1 56 57
Three-Month Treasury Bill Rate

CBO 3.0 4.2 6.2 57

Blue Chip 3.0 4.2 6.2 6.1
Ten-Year Treasury Note Rate

CBO 59 7.1 7.7 7.0

Blue Chip® 5.9 7.1 79 76

SOURCES: Congressional Budget Office; Eggert Economic Enterprises, Inc., Blue Chip Economic Indicators (January 10, 1995); Department
of Commerce, Bureau of Economic Analysis.

NOTE: The Blue Chip forecasts are based on a survey of 50 private forecasters.
a. Based on constant 1987 dollars.
b. The consumer price index for all urban consumers (CPI-U).

¢.  Blue Chip does not project a 10-year note rate. The values shown here for the 10-year note rate are based on the Blue Chip projections
of the Aaa bond rate, adjusted by CBO to reflect the estimated spread between Aaa bonds and 10-year Treasury notes.
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the cumulative effect of past and future hikes in in-
terest rates should begin to bring the economy back
in line with potential output. As a result, CBO ex-
pects that growth of real GDP will slow to 1.9 per-
cent in 1996.

Unemployment will remain low in 1995--it is
forecast to average 5.5 percent, compared with 6.1
percent in 1994--but will climb to 5.7 percent in
1996. Even at 1996's slightly higher level, unem-
ployment will be below CBO's estimate of 6.0 per-
cent for the nonaccelerating inflation rate of unem-
ployment (NAIRU). A sustained unemployment rate
below the NAIRU indicates a future increase in wage

inflation. With unemployment below the NAIRU
and GDP exceeding potential output, inflation is ex-
pected to rise in 1995 and 1996. Because the econ-
omy has not become too overheated and is expected
to cool down later this year, the forecast upswing in
the consumer price index for all urban consumers
(CPI-U) is modest--from 2.8 percent in 1994 to 3.2
percent and 3.4 percent in 1995 and 1996, re-
spectively (see Summary Table 1).

CBO's forecast assumes that the recent and antic-
ipated future increases in short-term interest rates
engineered by the Federal Reserve will restrain the
economy to an appropriate degree. If the continuing

Summary Table 2.
The Economic Forecast and Projections (By calendar year)

Estimated Forecast Projected

1994 1995 1996 1997 1998 1999 2000
Nominal GDP
(Billions of dollars) 6,735 7,127 7,456 7.847 8,256 8,680 9,128
Real GDP (Billions of
1987 dollars) 5,338 5,505 5,602 5,736 5,870 6,004 6,141
Real GDP
{Percentage change) 4.0 3.1 1.8 2.4 2.3 2.3 2.3
Implicit GDP Deflator
(Percentage change) 2.1 2.6 2.8 2.8 2.8 2.8 2.8
CPI-U (Percentage change)? 2.6 3.1 3.4 3.4 3.4 3.4 3.4
Unemployment Rate
(Percent) 6.1 5.5 5.7 5.8 5.9 6.0 6.0
Three-Month Treasury
Bill Rate (Percent) 4.2 6.2 5.7 5.3 5.1 5.1 5.1
Ten-Year Treasury
Note Rate (Percent) 7.1 7.7 7.0 6.7 6.7 6.7 6.7

SOURCE: Congressional Budget Office.

a. CPI-U is the consumer price index for all urban consumers.
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strong growth that CBO foresees in early 1995 does
not take place--if the economy has already started to
cool off--the expected additional monetary tightening
will slow growth sooner and more sharply than an-
ticipated. Alternatively, if the economy proves stron-
ger and more resistant than expected to the antici-
pated increases in interest rates and it surges well
above potential output, the Federal Reserve will
probably respond with even higher interest rates to
combat the risk of inflation. That stronger-than-
expected growth and the Federal Reserve's response
to it could usher in a cycle of boom and bust for the
economy.

Some economists argue that potential output
may be greater than CBO estimates, in which case
the economy could grow at its current rate for some
time without triggering higher inflation. The Federal
Reserve, however, is unlikely to allow such growth
unless the evidence for a shift in potential output is
more compelling than it currently is.

Projections for 1997 Through 2000

CBO attempts to forecast the cyclical fluctuations in
the economy only for the next two years. Beyond
1996, its projections are based on trends in funda-
mental factors that determine the potential growth of
the economy, including growth in the labor force,
productivity, and national saving.

CBO's projections follow a path that has the gap
between GDP and potential GDP reaching its histori-
cal average level--with GDP 0.6 percent below po-
tential--at the end of the projection period in 2000.
Because CBO estimates that the level of GDP will
exceed potential output in 1996, the average annual
real growth projected for 1997 through 2000 is
slightly below the estimated 2.4 percent rate of
growth of potential output (see Summary Table 2).
Unemployment is expected to increase slightly to 6.0
percent, the estimated level of the NAIRU. Projected
consumer price increases are assumed to average 3.4
percent a year over the period, with projected interest
rates declining from the levels associated with efforts
to slow the economy in 1995 and 1996.

The Budget Outlook

Although CBO now projects that the deficits for fis-
cal years 1995 through 1999 will be almost $25 bil-
lion a year higher, on average, than it anticipated last
August, the fundamental budget outlook is not very
different from the one CBO projected then. More-
over, there has been no substantial change in CBO's
deficit projections since its report in September 1993,
which for the first time reflected the more than $400
billion in deficit reduction enacted in the Omnibus
Budget Reconciliation Act of 1993 (see Summary
Figure 2). The deficit is still expected to fall in 1995
to its lowest level since 1989 and its lowest point as a
percentage of GDP since 1979. As was also the case
in August, the deficit is projected to begin rising
again in 1996. CBO's extended budget projections
show that trend continuing through 2005 if spending
for discretionary programs increases at the rate of
inflation after 1998. After 2002, currently projected
deficits are slightly lower than the deficits forecast in
August.

Summary Figure 2.
Comparison of CBO Deficit Projections
(By fiscal year)
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SOURCE: Congressional Budget Office.

NOTE: The projections assume that discretionary spending rises
with inflation after the caps expire in 1998.
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The Qutlook for the Deficit

Since 1992's record-high shortfall of $290 billion, the
deficit has declined to $255 billion (4.0 percent of
GDP) in 1993 and $203 billion (3.1 percent of GDP)
in 1994. (Although a record in dollar terms, the 1992
deficit as a percentage of GDP was far short--at 4.9
percent--of even a postwar record.) CBO projects
that the deficit will decline for a third straight year to
$176 billion (2.5 percent of GDP) in 1995 (see Sum-
mary Table 3). That gratifying trend is expected to
end the next year, however, with the deficit climbing
under current laws to $207 billion (2.8 percent of

GDP) in 1996 and $224 billion in 1997 (2.9 percent
of GDP) before leveling off in 1998.

The standardized-employment deficit, which is
an estimate of the deficit that would occur if the
economy was operating at its potential, is of interest
because it is a measure of the fiscal posture of the
federal budget without the cyclical effects of the
economy. When the economy is operating below
potential, the deficit swells as a result of reductions
in revenues and increased spending for programs
such as unemployment insurance. When the econ-
omy is operating above potential, revenues are in-

Summary Table 3.
CBO Deficit Projections (By fiscal year)

1994

1995 1996 1997 1998 1999 2000

In Billions of Dollars

Baseline Total Deficit

With discretionary inflation after 1998 203

Without discretionary inflation after 1998 203
Standardized-Employment Deficit?

With discretionary inflation after 1998 187

Without discretionary inflation after 1998 187

As a Percentage of GDP

Baseline Total Deficit

With discretionary inflation after 1998 31

Without discretionary inflation after 1998 3.1
Standardized-Employment Deficit®

With discretionary inflation after 1998 2.8

Without discretionary inflation after 1998 28

176 207 224 222 253 284
176 207 224 222 234 243
200 216 223 221 247 273
200 216 223 221 228 233
25 238 29 2.7 3.0 341
2.5 2.8 29 27 27 27
2.8 29 2.9 2.7 29 3.0
28 29 29 2.7 26 26

SOURCE: Congressional Budget Office.

NOTE: Caps on discretionary spending are set by law through 1998. Measures of the deficit "with discretionary inflation" assume that
discretionary spending grows at the rate of inflation after 1998. Measures of the deficit "without discretionary inflation" assume that
discretionary spending remains frozen in dollar terms at the level of the 1998 caps.

a. Excludes the cyclical deficit and spending for deposit insurance.

b. Shown as a percentage of potential gross domestic product.






